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PORTUGAL: KEY ECONOMIC INDICATORS 


INDICATOR 1990 1991P 


Domestic Economy 
Total resident population (mid-year, millions): 9.80 9.81 
Total resident population growth (per thousand) 2.9 2.9 
Labor force, mainland only (thousands) 4,716 4,829 
Employment breakdown by sector in 1991 (%): 

Agriculture 17; Industry 31; Services 49. 
Unemployment average rate, broad sense (%): 4.7 4.1 
GDP (current market prices, million dollars) 59,816 68,788 
GNP (current market prices, million dollars) 59,436 68,019 
Per capita GDP (current market prices, dollars) 5,053 7,012 
GDP real % change 2.5 
Industrial production % change (season. adjust.) -0.1 
Consumer Price Index annual avg. % change 11.4 
Government deficit as % of GDP (1) 
Outstanding public debt (million dollars) 


Indicative lending(2) interest rate (%) 


External Economic Relations 
Balance of Payments (million dollars): 

Current account balance 

of which: Merchandise (fob) 

Imports 
Exports 

Medium-and long-term capital balance 

of which: Foreign direct investment 
Net foreign reserves(3) (million dollars) 
Outstanding foreign debt (million dollars) 
Debt service as % of current account credit 
Foreign direct investment (million dollars): 

Annual flows: Total 

U.S. share (%) 
Cumulative figures(4): Total 
U.S. share (%) 
Annual average exchange rate (Escudos/U.S.dollar) 142.6 130.1(5) 
Net official flows from the EC to Portugal 
(million dollars) 1,092 2,000 

U.S.- Portugal trade (million dollars): 

U.S. exports to Portugal (f.a.s.) 922.9 791.6 

U.S.imports from Portugal (customs value) 833.3 695.3 
U.S. bilateral aid (million dollars/fiscal year) 152.2 169.5 100.2 
Principal 1991 U.S.exports (% of total exports to Portugal): 

Animal feed (13.8), oilseeds (11.3), aircraft and parts (6.4). 
Principal 1991 U.S.imports (% of total imports from Portugal): 

Apparel (17.4), footwear (10.2), textiles (8.4). 


FOOTNOTES: P-Provisional. E-Estimate. (1) Including Social Security and 
Autonomous Funds and Services. (2) Year end market rate for 90 days loans, 
except 1992 (prevailing rate on 6/30/92. (3) With gold at market price. 

(4) Accumulated annual flows since 1976, inclusive. (5) Prevailing rate on 
6/30/92. SOURCES: National Institute of Statistics, Bank of Portugal, 
Portuguese Association of Banks, Commerce Department, and Embassy estimates 





SUMMARY 


The Portuguese economy slowed to an estimated 2.5 percent real 
growth rate in 1991, down from an average 4.5 percent growth in the 
1986-90 period. Exports, a major source of growth in recent years, 
stagnated due to a combination of weak demand in foreign markets, a 
strong escudo, and structural adjustment problems in key export 
industries. Strong private consumption, an expansionary fiscal 


policy, and substantial capital inflows provided the impetus to 
growth last year. 


Prime Minister Cavaco Silva and the Social Democratic Party (PSD) 
won a renewed absolute parliamentary majority in October 1991. 
Government leaders have indicated that they will continue their 
program of wholesale restructuring of the economy through 
privatization of the public sector, encouragement of private sector 


modernization, and opening the domestic economy to increased 
external competition. 


The government’s fundamental economic goal is to push for the 
development of Portuguese markets, industry, infrastructure, and 
work force in order to match its more advanced EC partners. With 
1991 per capita income equaling only 56 percent of the EC average, 
Portugal’s catching up is a long-term process. 


A very specific goal is to be in the first tier of EC countries 
eligible to join the Economic and Monetary Union (EMU) as early as 
1997. Portugal’s inflation rate, 6.5 percentage points above the EC 
average in 1991, is the key impediment to attaining this goal. Asa 
result, economic policy in 1992 has attempted to reduce inflation by 
lowering the fiscal deficit, maintaining a tight monetary policy, 
and encouraging increased domestic competition. Policy-makers 
appear to be willing to accept a lower growth rate than the fast 
paced 1986-90 period and higher unemployment rates--the Portuguese 
economy is now at virtually full employment. The official 1992 
inflation target is 8 percent, but most private observers expect 
actual results in the 9 to 9.5 percent range due to fiscal and labor 
market rigidities and difficulties in controlling the money supply. 


On a more positive note, Portugal’s balance-of-payments position is 
strong due to large capital inflows. International reserves, 


already equal to 35 percent of gross domestic product (GDP), will 
swell several billion dollars in 1992. 


As Portugal continues to liberalize its economy, to invest large 
funds in infrastructure modernization, and to deepen its integration 
into the EC single market, significant trade and investment 
opportunities exist for U.S. exporters and investors. 





RECENT ECONOMIC SITUATION AND TRENDS 


Stable Political Environment: Strong economic growth over the last 
several years has been matched by political stability. In 1991, 
Prime Minister Cavaco Silva’s Social Democratic Party (PSD) won a 
solid-majority in the elections and another four-year mandate to 
continue its economic reform progran. 


The PSD has used its successive parliamentary majorities to push 
through legislation aimed at reducing the public sector of the 
economy, encouraging private enterprise, and promoting agricultural 
modernization. The PSD continues its efforts to reform labor laws, 
in the face of opposition from organized labor. The Socialist Party 
(PS), the largest opposition party, has moved steadily toward the 
center of the political spectrum and now differs with the ruling PSD 
more about pace and specifics of economic reform than about 
fundamental strategy of rapid economic modernization and catching up 
with the more advanced European Community (EC) partners. 


Economic Policy Oriented Toward Catching Up With EC Partners: 
Overall economic goals in Portugal are increasingly determined by 
Portugal’s membership in the EC. The overarching objective of 
economic policy is to achieve convergence with more advanced EC 
partners, that is, to make Portuguese economic indicators resemble 
more closely those of other economies in the Community. To reach 
this objective, the Portuguese economy has to grow at a faster rate 
than the EC average. Growth requires heavy investment by both the 
public and private sectors. 


Portugal must significantly lower its inflation rate, however, in 
order to be eligible for Economic and Monetary Union (EMU) as early 
as 1997. Policymakers appear to be nudging the economy to a lower 
growth path than the average 4.5 percent growth of the fast-paced 
1986-90 period. However, they assume they can achieve more control 
over inflation while maintaining growth rates above the EC average. 


Monetary policy will remain tight as it has been in 1990-91, 
although sizeable flows of foreign capital are complicating 
management of the money supply. 


Some Progress in Reducing the Fiscal Deficit: Reduction of the 
public sector deficit is a key element in reducing inflationary 
pressures. The fiscal deficit widened in 1991 to 6.8 percent of GDP 
due to large civil servant wage increases, the requirement to 
provide counterpart funding to rapidly growing EC structural funding 
projects, and a shortfall in indirect tax collection due to a 
larger-than-expected slowdown in the economy. 


The government budget projects a decline in the fiscal deficit to 4 
percent of GDP in 1992, based on increased taxes, significant 


revenues from privatization, and some restraint on the expenditure 
side. 





Particularly stringent budgets were applied to the Ministry of 
Defense, Ministry of Agriculture, and capital goods purchases in 
general. Additionally, the government held the 1992 wage settlement 


to a 10 percent increase, much lower than the 14 percent increase in 
1991. 


However, because Value Added Tax (VAT) increases came into effect 
only in late March, instead of January as assumed in the budget 
projections, the fiscal deficit will be closer to 5 percent of GDP. 
The economic impact of the 1992 budget remains clearly expansionary. 


The total public sector debt as a percentage of GDP continues to 
fall from 67 percent of GDP in 1991 to an estimated 64 percent in 
1992. The government has devoted the revenues from the 
privatization of public companies to the reduction of the public 
debt, and the Bank of Portugal has also been prepaying as much 
official debt as possible. The 1992 budget allocates major funding 
increases for interest payments, education, and counterpart funding 
for EC structural funds. Interest payments alone are the single 


largest element of the budget and represent 27 percent of the 
total. 


A_ strong Escudo Joins the European Exchange Rate Mechanism (ERM): 
In 1991, the escudo shadowed its approximate position in the 
Exchange Rate Mechanism of the European Monetary System and 
appreciated 6.1 percent. The attractive nominal interest rate 
differential between Portugal’s financial instruments and external 
instruments led to large capital inflows equal to approximately 8.5 
percent of GDP. Nominal interest rates have come down gradually 
since April. For example, the average 181 day commercial lending 
rate fell from 22.3 percent in early April to 21.6 in July. 


The Bank of Portugal was forced to intervene repeatedly in the 
financial market and to restrict the purchase of public instruments 
by foreigners and access to external credit. The repeated 
interventions of the Bank of Portugal in financial markets led to an 
almost $6 billion increase in international reserves in 1991. 


In April 1992, the government formally pegged the escudo to the 

6 percent wide band of the Exchange Rate Mechanism of the European 
Monetary System. The escudo has been one of the strongest 
currencies in the grid, usually trading at the upper end of the 
band. Policy-makers see the strong escudo as an important tool in 
the fight against inflation. 


Opposition politicians and some economists criticized the government 
for joining the (ERM) before Portugal’s inflation rate was closer to 
EC norms. At adherence, Portugal’s inflation rate was 4.8 points 
above the EC average. The critics predicted Portuguese 


competitiveness will be undermined by a prematurely overvalued 
escudo. 





-6- 


Growth Slows: The Portuguese GDP grew by 2.5 percent in 1991, a 
half percentage point below government projections and 2.2 points 
below the average growth rate of the previous two years. The 
slowdown is attributed to two major factors--stagnation in exports 
and a significant decline in domestic investment. The stagnation in 
1991 exports, compared with a 12 percent increase in 1990, were 


caused by a 6.1 percent appreciation of the escudo and weak demand 
in major foreign markets. 


Domestic investment slowed to a 2.8 percent increase in 1991, 
compared with a 7.0 percent increase in 1990. The high cost of 
domestic credit and a noticeable reduction in profit margins also 
discouraged investment. 


The 5.2 percent increase in private consumption proved to be 
virtually the only significant engine of growth in 1991. A tight 
labor market fueled a 3.7 percent increase in real wages. Foreign 
direct investment of $1.9 billion was 18 percent lower than the $2.3 
billion registered in 1990. 


Sales of automobiles and gasoline increased substantially in 1991. 
Industrial production stagnated in 1991 as the high cost of credit, 
increasing inventories, enhanced external competition, and strong 
real wage increases took their toll on profit margins. Especially 
steep production declines were registered in the chemical, 
metalworking, and textile industries. Bucking this downward 


industrial slide were the paper, food and beverages, and mining 
industries. 


Another characteristic of industrial performance has been 
increasingly uneven growth patterns among sectors of the economy. 
This sorting out has increased since Portugal joined the EC and 
indicates some industries are experiencing restructuring 
difficulties. The construction industry grew a respectable 4.5 
percent, fueled by a strong increase in public work infrastructure 


contracts. The services sector, led by the financial sector, grew 
5.1 percent. 


The government expects 1992 growth to be about the same as 1991, and 


preliminary first half data indicates the economy grew at a 2.5 
percent rate. 


Inflation Slows, but Still High by EC Standards: The cost-of-living 
index in 1991 increased by 11.4 percent in 1991, or 2 points less 
than the inflation rate in 1990. With the fiscal deficit widening 
in 1991, monetary and exchange rate policies were the major 
anti-inflationary tools. Inflationary pressures were particularly 
evident in the tight labor market. Real wages increased 3.1 percent 
in 1991, far outstripping productivity gains. Wage settlements 
appear to be moderating in 1992. First quarter 1992 wage 
settlements increased an average 11.2 percent compared with a 14.5 
percent in the first quarter of 1992. The inflation rate during the 
first half of 1992 was running at a 9.5 percent annual rate. 
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Consensus opinion predicts the rate of inflation for 1992 to slow to 
about 9 percent as the impact of the March VAT adjustments has 
worked through the price systen. 


Monetary Policy - New Instruments, Tight Money: In 1991, the 
execution of monetary policy was altered substantially from a system 
of administered bank credit ceilings to a more indirect system based 
on discount and rediscount rates, bank reserve coefficients, and 
open market operations. 


The major goal of monetary policy in 1991 was to sterilize the 
impact on the money supply of the large inflows of capital--equal to 
11.6 percent of GDP. In 1991, the size of the sterilization 
operation required can be appreciated by comparing the growth of the 
monetary base in 1991 of 400 billion escudos with the 700 billion 
escudo counterpart liquidity generated by external sources. In 
July, the Bank of Portugal imposed capital controls on foreign 
purchase of variable interest rate government securities and 
external borrowing by Portuguese firms. Monetary authorities also 
prepaid $1 billion of public sector external debt. 


In spite of measures to control liquidity, the broadest monetary 
aggregate grew 15.2 percent, or more than 3 points above the Bank of 
Portugal’s 1991 target. Indicative bank lending rates in the first 
half of 1992 were in the 18-22 percent range, while the government 
was required to pay around 16 percent on l-year public-debt 
instruments. The growth in liquidity during the first quarter of 
1992 was well above the targeted rate. 


Record Balance-of-Payments Surplus: Portugal posted a record 
balance-of-payments surplus of $5.8 billion in 1991 due principally 
to large capital inflows. The trade deficit grew to $7.7 billion 
due to stagnation in exports, 0.3 percent lower, and a 7 percent 
growth in imports. The EC absorbed 73 percent of Portuguese exports 
with Spain and Germany the two top markets. Large unilateral 
transfers representing remittances from emigrants ($4.5 billion) and 
EC funds ($1.9 billion reduced the current account deficit to 1 
percent of GDP. 


Capital inflows totaled $6.5 billion. The most important inflows 
were purchases of government instruments ($2.7 billion), short-term 
private capital inflows ($2 billion) and foreign direct investment 
($1.8 billion). Total reserves at the end of 1991 were $26.1 
billion or 35 percent of GDP. In addition to strong growth in 
international reserves, the external debt was reduced by $1 billion 
to $18 billion or equal to 24.4 percent of GDP. As recently as 
1989, the external debt represented 39 percent of GDP. The weight 
of the external debt has been steadily declining as a percentage of 
GDP due to sustained economic growth and government policies to 
prepay official external debt and to finance the fiscal deficit in 
the domestic financial market. 
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The outlook for the balance of payments in 1992 is for the 
continuation of a sizeable surplus. Export growth should improve 
with a recovery in foreign demand. With a strong escudo, imports 
will increase faster than exports, leading to a slight worsening of 
the trade deficit. The current account deficit is projected to 
widen slightly from 1.1 percent of GDP in 1991 to 1.5 percent in 
1992. However, large capital inflows will comfortably finance this 
deficit and add several billion dollars to Portugal’s already large 
foreign reserves. 


Privatization Program in High Gear: The Minister of Finance 
announced in his budget message that the privatization program will 
be accelerated in 1992. With 218 billion escudos in privatization 
receipts in the first half of 1992, already exceeding last year’s 
total, 1992 will be by far the most important year in the 
privatization program. The biggest operation in 1992 has been the 
sale of 60 percent of the Banco Espirito Santo. This operation 
netted the Treasury $610 million. Scheduled for privatization later 
in 1992 or in 1993 are companies in several sectors including 
banking, insurance, steel, chemicals, pulp and paper, cement, and a 
further 25 percent share of Petrogal (petroleum 
refining/distribution/marketing). 


There is no uniform procedure for privatization operations. Some 
companies are sold on the stock market and others are negotiated 
with prequalified bidders. One of the government’s concerns has 
been to assure Portuguese groups are not overwhelmed in the 
bidding. Maximum foreign ownership percentages are set on a 
case-by-case basis. The government may retain a substantial voice 
in management of selected firms. 


IMPLICATIONS FOR THE UNITED STATES 


The United States Should Improve Market Share in 1992: With the 
dollar at a historical low against the escudo, U.S. nonagricultural 
firms should improve on their small 3.5 percent market share. Most 
sectors of the economy are upgrading and expanding capacity to meet 
the increased competition of a unified European market. At the same 
time, U.S. exporters face increased competition from EC partners 
which dominate the Portuguese market. Aggressive marketing of a 
carefully selected product line is a must. 


Market Opportunities for U.S. Firms: As Portugal rapidly integrates 
into the EC, the country becomes more attractive to U.S. exporters 


and investors. Portuguese growth and incomes can be expected to 
increase above EC averages for the foreseeable future. As a less 
developed member of the EC, Portugal has access to substantial EC 
structural funds. It is likely that these structural funds will 
increase substantially when the next EC budget is approved. These 
funds have been dedicated in large part to building new highways, 
bridges, and ports in an effort to improve Portugal’s competitive 
position as an export platform to the EC market. 
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Policy-makers see foreign investment as a crucial pillar in building 
a more competitive economy. The government offers a very generous 
package of incentives to investors, including 100 percent-owned 
foreign subsidiaries. The package of incentives can range from 25 
to 35 percent of the total investment. American firms, such as 
Ford, as part of a $2.2 billion joint venture with Volkswagen, 
Delco-Remy, and Pepsi Foods, have benefited from these incentives. 


In 1991, 62 percent of new foreign investment was directed toward 
the financial sector, about the same ratio as in 1990. The United 
Kingdom, France, and the United States were the three largest 
foreign investment sources. Bank of Portugal statistics indicate 
U.S. foreign investment totaled $192 million. Investments from U.S. 
subsidiaries located in the EC may not be fully accounted for in the 
statistics if the investment was financed by European banks. The 
major area for U.S. investments in 1991 continued to be the 
automotive sector. 


Relatively lower U.S. prices are increasing the attractiveness of a 
wide range of products ranging from specialty chemicals and other 
intermediate goods to industrial machinery and sophisticated 
equipment. Demand for computers and peripherals, software, 
telecommunications equipment, building materials, environmental 
pollution control equipment, consumer goods and medical equipment is 
especially strong. Seven of the most promising market segments are: 


Telecommunications: The government is deregulating and privatizing 
the $1.6 billion telecommunications market. In 1991, the government 
awarded a $700 million contract to Pacific Telesis to establish a 
private digital telephone network. In February 1992, the government 
approved the operation of two private television channels. With the 
telecommunications market growing an estimated 19 percent in 1992, 
major opportunities exist for both telephone switching equipment and 
radio/television broadcasting equipment which conform to CEPT 
standards. 


Building Materials: Building materials and especially building 
techniques are a $725 million market growing at 20 percent per 
year. Several major urban residential/commercial developments are 
planned in Lisbon and in other cities. Developers are attracted to 
American construction engineering techniques in order to save time 
and money. The most promising subsectors include false ceilings, 
technology for stone cutting, cost control for sites, and metal 
framework for building construction. 


Pollution Control Equipment: Pollution control is a small but 
rapidly growing market. Major polluting industries are cement, 
cork, paper, rubber tanning, and the ceramic industries located in 
Sines, Lisbon, Porto, and the Barreiro-Seixal areas. Best prospects 
in this sector are air pollution control equipment and water 
purifying machinery. 
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Medical Equipment: Portugal is upgrading old hospitals, and 

$500 million is expected to be spent in new hospitals over the next 
five years. U.S. products enjoy an excellent reputation, and the 
U.S. share of the $160 million market could increase with more 
aggressive marketing. 


Construction Equipment: Major projects in this $1.7 billion market 
include a second railway deck for the 25th of April bridge, an $800 
million second bridge across the Tagus river, sewage and water 
treatment plants, 15 hospitals, a new airport for Lisbon, and 
extensive highway construction. Best opportunities are heavy 
construction equipment and earthmoving equipment. 


Energy Equipment: Portugal is diversifying its energy base toward 
natural gas and coal. A $650 million electrical power plant, 
powered by natural gas, is being built. The $2 billion Pego 
thermoelectric complex is scheduled to be finished at the end of 
1994. 


Computers and Peripherals: The United States dominates this $750 
million market. Portuguese buyers regard U.S. equipment favorably 
and new U.S. suppliers of all types of products would be welcome. 


Outlook for Agriculture: Two major events confronted Portuguese 
agriculture in the past year, which together are putting into 
question the viability of thousands of producers. The first is a 
severe (once in a century according to local accounts) drought, 
which has devastated winter grain (wheat, barley, oats) production 
and the pastures for extensive livestock (beef, cattle and sheep) 
grazing in the nation’s heartland, the Alentejo. Low water levels 
also threaten important summer crops which rely on irrigation, 
notably corn, rice and tomatoes. While the Government responded 
with a number of measures to aid stricken farmers, the drought also 
highlighted the fragile basis of Portuguese agriculture in the EC 
which faces excess stocks of most products. Many organizations have 
revived calls for a new commitment to additional projects, while the 
Government is encouraging growers in marginal areas to consider 
other options such as forestry. 


The latter is part of a historic decision taken under the Portuguese 
EC Presidency, the reform of the EC’s Common Agriculture Policy 
(CAP), which promises to permanently alter the nation’s agriculture 
fabric. One medium-term effect will be a significant reduction in 
the number of producers, who represent 18 percent of the labor 
force, the highest ratio in the EC. Consolidation of small holdings 
in the North into viable units will signal the end of traditional, 
subsistence-like mixed agriculture. The extensive grain producers 
in the South will have to reassess their future under the scenario 


of a large cut in prices, with compensation in the form of direct 
income support. 


Trade prospects for the U.S. in this net importing country to some 
extent will depend on EC market access reforms. Soybeans and feed 
ingredients continue to be the major export items in this 

$200 million market for American agriculture. 











